
To: MGT. 205A Students  

From: Dan Mitchell, Professor  

Subject: Week 9 summary 

 

---------------------------- 

Thank you for the term project papers. I look forward to reading them.  

 

This message and the PowerPoint slides from week 9 are now, or shortly 

will be, on the website for this class and on the special website set 

up in Public Policy after mediamax became unavailable. 

 

The next Q&A session will be next Monday, June 2, B513 (not 413), noon 

– 1 PM. 

 

Note: Answer sheets were given out for last weeks two problems.  Please 

work through those examples as well as the balance of payments examples 

in the study guide.   

 

----------------------------- 

 

Since we have now introduced capital movements into our discussion 

explicitly at various points, e.g., spot/forward exchange rates, 

analysis of such movements under price-specie-flow, and implicitly (by 

letting X-M be other than zero in our macro model), we moved last time 

to an analysis of balance of payments (BoP) accounting.  Balance of 

payments accounting allows us to record the various FLOWS that cross 

national borders.  You can think of the national balance of payments as 

similar to the income statement of a firm.  In contrast, the handout 

distributed on the very first day included information on the STOCK of 

American assets and liabilities and its net asset position.  That kind 

of statement is similar to a balance sheet of a firm.  In principle, 

the stocks are the sum of past flows, once account is taken of capital 

gains and losses. 

 

Reminder: In BoP accounting, there are only a few rules, but it is very 

important to learn them rather than trying to interpret developments 

intuitively.  The basic rules are: 

 

Export of anything (goods, services, income receipts, official gold) is 

a credit, (cr) or plus (+). 

 

Import of anything (goods, services, income payments, official gold) is 

a debit (dr) or minus (-). 

 

Services include such items as tourism, royalties for technology or 

entertainment products, education services provided to foreign 

students, fees paid to international transportation companies such as 

airlines. 

 

Receipts for return on capital, e.g., interest on loans, dividends on 

stocks, etc., appear in the export and import accounts.  If we pay 

interest (dividends) to foreigners, we are importing the services of 



their capital.  If they pay interest (dividends) to us, we are 

exporting the services of our capital. 

 

To account for capital movements, we use the classifications capital 

inflow and capital outflow. 

 

A capital inflow is an increase in our liabilities to foreigners or a 

decrease in our foreign assets and is denoted as a credit or plus (cr 

or +). 

 

A capital outflow is a decrease in our liabilities to foreigners or an 

increase in our foreign assets and is denoted as a debit or minus (dr 

or -). 

 

With exceptions for tourists and students, people and institutions are 

domestic or foreign by location.   

 

Armed with these general rules, you should be able to work out the kind 

of T-account transactions shown in your study guide and on the 

PowerPoint slides in class.  There are a few kinds of transactions in 

which things or assets are given away without an immediate exchange for 

something else.  Examples include foreign aid, charitable donations 

across national borders, Social Security and pension payments to 

foreigners, etc.  To handle such one-sided transactions, we create a 

"dummy" unilateral current transfers account.  Debt forgiveness by the 

govt. to foreigners and assets brought by people permanently entering 

or leaving the country are dealt with through the capital account. 

 

With regard to subsidiaries of multinational firms, a problem arises 

when earnings are retained by subsidiaries, perhaps for tax purposes, 

rather than remitted to the parent company.  We treat such retentions 

as "pretend" transactions.  Thus, if Toyota USA retains earnings, we 

treat the earnings as if they were remitted to Toyota Japan and then 

reinvested by Toyota Japan back into Toyota USA.  You should be able to 

handle such pretend transactions as well as real ones on T accounts. 

 

As noted above, be sure to work through the various balance of payments 

problems in your Study Guide.  And study the handout on the actual 

balance of payments of the U.S.  See if you understand the various 

items on the handout and what the plus and minus figures mean.  Avoid 

the temptation to try and "work it out" on the final exam based on your 

prior knowledge of accounting.  (The balance of payments tables and 

text that goes with them appear quarterly in the Survey of Current 

Business.  This publication is on line at the website of the Bureau of 

Economic Analysis, a unit of the U.S. Department of Commerce.  

www.bea.gov) 

 

Also, avoid the temptation to think of pluses as Good Things and minus 

as Bad Things.  Avoid the temptation of trying to decide about whether 

a transaction involves a capital inflow or outflow based on whether 

something seems to be flowing in or out.  Avoid thinking of a plus as a 

gain and a minus as a loss.  In short, just follow the rules, 

particularly on the final exam!  (And after you have studied the rules, 



you will see that they are logical, consistent, and make economic 

sense.  Ultimately, BoP accounting is consistent with the double-entry 

bookkeeping used for corporate accounting or any other accounting.) 

 

In the BoP, we can see clearly the mirroring of the export and import 

accounts in the financial accounts.  We can arrange the various lines 

in the balance of payments in any way we think meaningful.  The "trade 

balance" is exports of goods and (with the negative sign) imports of 

goods.  Until a few years ago, this was the only monthly measure 

available; the rest came quarterly.  With the advent of monthly 

readings on net exports of goods and services, more attention will be 

paid to that measure.  That measure, it might be noted, corresponds to 

the X-M in GDP.  We would expect changes in exchange rates to be 

reflected in net exports of goods and services, since price 

competitiveness is important for its components. 

 

Net exports of goods, services, and income corresponds to X-M in the 

GNP, i.e., GNP=GDP+net income.  GDP refers to all activity within our 

borders, even if foreign-owned factors are involved.  GNP refers to all 

activity of domestically-owned factors (even if their earnings come 

from abroad). 

 

A common arrangement, used by many countries, is to add up exports, 

imports, and unilateral transfers.  The result is the "current account" 

which shows how much net financing was required from (or offered to) 

the rest of the world, given our exports, imports, and unilateral 

current transfers.  (Your class handout shows the current account 

balance for the U.S. last year.)  The U.S. has generally had a large 

negative current account in recent years.  So it has been net borrowing 

from the rest of the world to finance its spending on net imports and 

unilateral current transfers.  As in the case of an individual, if you 

borrow today to finance consumption or investment, you commit yourself 

to a stream of payments in the future as the "service fee" for the use 

of someone else's capital. 

 

We examined various tables and lines from the U.S. balance of payments 

including those for direct investment, those for investment in stocks 

and bonds, and those for official reserve transactions.  So you can 

obtain the details on what kinds of borrowing and lending has been 

occurring, for example.  (Similar tables are available for most major 

countries from their statistical services.)  Because reporting is not 

complete, it generally turns out that the debits and the credits do not 

sum to zero.  Hence, you will find a line for "statistical discrepancy" 

in the balance of payments accounts.  Nothing is perfect including the 

recording of these statistics.  Despite the fact that errors of debits 

should be cancelled by errors of credits, the net statistical 

discrepancy is often large. 

 

Generally, it is assumed that the statistical discrepancy is primarily 

due to omitted financial transactions.  Hence, caution is advised in 

tracking flows of categories within the financial accounts.  There is a 

margin of error to be considered. 

 



We began our final unit on the international monetary system, tracing 

the evolution of national money.  Trade originally took place in barter 

terms but eventually use of precious metals such as gold and silver 

supplanted barter.  Metals such as gold have the advantage of being 

recognized universally and - because they are precious - can store a 

lot of wealth.  But gold can still be cumbersome and subject to theft.  

And our earlier analysis of the 19th century gold standard showed that 

a gold-based currency system is compatible with a great deal of price 

instability.  There was no chronic inflation under the gold standard.  

But there were periods of pronounced inflation and deflation as well as 

depression and boom. 

 

We traced through the development of the banking system and then noted 

that there is a “natural” evolution from private banking to an 

international gold standard with particular banks in each country 

evolving into central banks. 

 

We also noted that in the U.S., the monetary system had a history of 

political controversy.  Farmers tend to be net debtors and debtors 

benefit from inflation (which reduces the value of their debts.)  

During the Civil War, the U.S. went off the gold standard and printed 

money to finance the war effort – producing substantial inflation.  As 

a result, a rural-based inflationist interest group developed.  Farmers 

remembered the great prosperity during the war when prices for their 

products rose and the value of their debts to banks fell.  They 

resented the return to the gold standard after the War and agitated for 

restoration of inflationist policies and against the gold standard.  

This agitation reached a peak with demand for “free silver” in the 

1890s.  An odd alliance had formed by then between inflationist farmers 

and silver mining interests who wanted the U.S. to go off gold and on 

to a silver standard with a very high price for silver.  The result 

would have been good for silver miners (because of the high price) and 

inflationary (for farmers) because silver would have poured into the 

U.S., creating a monetary expansion.  The free silver “Populists” in 

effect captured the Democratic Party in 1896, running William Jennings 

Bryan for President.  Although Bryan lost, thereafter the Democrats 

became the party of “cheap money” (and free trade).  The gold standard 

was often depicted as a banking conspiracy, centered in England by the 

Populist/Democrats.  And the Republicans became the party of “sound 

money” (the gold standard) and protection. 

 

With the Great Depression of the 1930s, Democrats were again in charge 

of economic affairs and Democrats had inherited anti-gold sentiments 

from the free silver experience.  The Roosevelt administration went off 

gold in an effort to pump up domestic prices which was seen as an anti-

Depression measure.  Next time we will look at US monetary policy on 

the eve of World War II.  We will also recall the question asked 

earlier in the course: Is devaluation a trick?   

 

Preview: The oddities that emerged in the American political system 

over international monetary matters were largely a sideshow for the 

world until after World War II.  Then, as in the case of American 



oddities with regard to trade policy, the monetary oddities spilled 

over into the international arena and still have repercussions today. 

 

Have a good weekend. 


